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AUDIT RISK ALERTS
Real Estate Industry 
Developments— 
1997/98
Notice to Readers
This Audit Risk Alert is intended to provide auditors of financial state­
ments of real estate enterprises with an overview of recent economic, 
industry, regulatory, and professional developments that may affect the 
audits they perform. This document has been prepared by the AICPA 
staff. It has not been approved, disapproved, or otherwise acted on by a 
senior technical committee of the AICPA.
Richard Stuart 
Technical Manager 
Accounting Standards Division
The staff of the AICPA gratefully acknowledges the contribution of the 
AICPA Real Estate Committee to this document.
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Real Estate Industry Developments — 1997/98
In d u stry a n d  E c o n o m ic  D e ve lo p m e n ts
In Real Estate Industry Developments — 1996/97  and 1995/96, it 
was noted that a state of uncertainty hung over the industry. This 
uncertainty stemmed from the fact that, despite positive news in 
the economy as a whole, the industry continued to display hesi­
tancy, remembering the after effects of the last recession. There 
were hints of a recovery, but it was developing slowly.
In 1997, however, the real estate industry recovery is here. The 
industry has experienced unmistakable positive growth. How­
ever, there is a new concern. Although currently almost all signs 
are positive, there is the possibility that, as in the past, the indus­
try may overreact to the positive news, and thereby position itself 
poorly for the next (inevitable) down cycle.
Positive signs exist throughout the industry and in virtually every 
market, including the following.
• Office vacancies continue to decrease to the point that square- 
foot rental amounts are increasing. In certain markets, vac­
ancies have decreased to the point where new construction 
is being started, including some speculative development.
• Several new regional malls are in the planning or early de­
velopment stage.
• Numerous hotels are being constructed.
• Prices for sales of office buildings are experiencing marked 
increases, as an enlarging number of office real estate in­
vestment trusts (REITs) compete with hedge funds and in­
vestment banks for properties.
• The continued low level of interest rates, combined with 
bulging pocketbooks caused by increases in individuals’ 
stock portfolios, is leading some home purchasers to start
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bidding wars. Prices of homes are increasing almost on a 
nationwide basis.
• Securitization activity is surging and is expected to con­
tinue to surge.
AICPA Statement on Auditing Standards (SAS) No. 22, Plan­
ning and Supervision (AICPA, Professional Standards, vol. 1, AU 
sec. 311), as amended, requires that in planning their audits, audi­
tors consider matters that affect the industry in which the entity 
operates, such as the economic factors. With respect to audits of 
real estate entities, this would include the factors described above.
R e g u la to ry  M a tte rs
A number of real estate entities and certain real estate transac­
tions are subject to government regulation. SAS No. 22 requires 
that in planning their audits, auditors should obtain a knowledge 
of matters that relate to the entities’ business, including, among 
other things, government regulations. Auditors should consider 
such regulations in light of their potential effect on the financial 
statements being audited. SAS No. 54, Illegal Acts by Clients 
(AICPA, Professional Standards, vol. 1, AU sec. 317), requires au­
ditors to design their audits to provide reasonable assurance of 
detecting material misstatements of the financial statements re­
sulting from illegal acts that have a direct and material effect on 
the determination of financial statement amounts. An audit per­
formed in accordance with generally accepted auditing standards 
(GAAS) normally does not include procedures specifically de­
signed to detect illegal acts that would have only an indirect effect 
on the financial statements. Nonetheless, auditors should be 
aware of the possibility that such illegal acts may have occurred.
U .S . Department of Housing and Urban Development Regulations
Through the Federal Housing Administration (FHA), the U.S. 
Department of Housing and Urban Development (HUD) regu­
lates the development and operation of all of the housing projects 
for which it insures mortgages or provides rent subsidies. Entities
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that receive financial assistance from HUD are required to sub­
mit audited financial statements to HUD annually. Those audits 
are required to be performed in accordance with generally ac­
cepted auditing standards (GAAS), Government Auditing Stan­
dards (GAS; also commonly referred to as the “Yellow Book”) 
issued by the Comptroller General of the United States, and the 
Consolidated Audit Guide for Audits o f HUD Programs, issued by 
the HUD Office of the Inspector General (OIG). Auditors 
should be aware that HUD issued a revised consolidated audit 
guide in August 1997.
Before accepting HUD audits, auditors should be aware of the 
HUD oversight program. Representatives of HUD have the abil­
ity to review workpapers of individual engagements. If HUD de­
termines that the audit is not in compliance with the HUD audit 
program, the individual (rather than the firm) that performed the 
audit can be banned from performing future HUD audits. Fur­
thermore, HUD might refer the matter to the individual’s state 
board of accountancy.
Compliance Auditing Considerations in Audits of Governmental 
Entities and Recipients of Governmental Financial Assistance
Because real estate entities may be recipients of governmental as­
sistance, auditors should consider the guidance in SAS No. 74, 
Compliance Auditing Considerations in Audits o f Governmental En­
tities and Recipients o f Governmental Financial Assistance (AICPA, 
Professional Standards, vol. 1, AU sec. 801). SAS No. 74 provides 
general guidance to practitioners engaged to perform compliance 
audits of recipients of governmental financial assistance.
SAS No. 74 provides general guidance to the auditor on the 
following:
• Application of the provisions of SAS No. 54, relative to de­
tecting misstatements resulting from illegal acts related to 
laws and regulations that have a direct and material effect 
on the determination of financial statement amounts in 
audits of the financial statements of governmental entities 
and other recipients of governmental financial assistance
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• Performance of a financial audit in accordance with Gov­
ernment Auditing Standards
• Performance of a single or organization-wide audit or a 
program-specific audit in accordance with federal audit 
requirements
• Communication with management if the auditor becomes 
aware that the entity is subject to an audit requirement 
that may not be encompassed in the terms of his or her 
engagement
Interstate Land Sales and Full Disclosure Act
Developers are required to make full disclosure in connection 
with the sale or lease of certain undeveloped subdivided land. 
The Interstate Land Sales and Full Disclosure Act (the Act) 
makes it unlawful for a developer to sell or lease, by use of the 
mail or any other means of interstate commerce, any land offered 
as part of a common promotional plan unless the land is regis­
tered with the Office of Interstate Land Sales Registration. The 
Act requires that a printed property report be furnished to all 
prospective purchasers or lessees. Similarly, the Federal Trade 
Commission has the authority to act on unfair or deceptive trade 
practices with respect to real estate sales, particularly as they relate 
to the marketing and selling activities of real estate companies. 
(See the discussion on SAS No. 22 and SAS No. 54 that appears 
earlier in this Audit Risk Alert.)
Regulation Z  of the Consumer Credit Protection Act
How does noncompliance with Regulation Z impact the 
financial statements?
Since most real estate purchases are made on credit, truth-in-lend- 
ing laws can have a significant effect on real estate financing 
transactions. Regulation Z of the Consumer Credit Protection 
Act prescribes requirements for both creditors and borrowers for 
full disclosure of credit costs that are applicable to all real estate 
transactions, regardless of amount, in which individual borrowers 
are involved in nonbusiness transactions. Failure to comply could
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be considered an illegal act that has an indirect effect on the fi­
nancial statements.
Tax Matters
What are the current tax issues that may impact audits of real 
estate entities?
Many real estate transactions such as “synthetic” leases or forma­
tion of an umbrella partnership REIT (UPREIT) or a Down- 
REIT are structured to achieve specific tax purposes. Each of these 
structures is discussed in the following sections.
UPREITs. In the formation of a typical UPREIT, an operating 
partnership is formed by a sponsor. The sponsor contributes real 
estate properties and related debt to the operating partnership. 
Typically, the exchange is accounted for as a reorganization of enti­
ties under common control in a manner similar to a pooling of 
interests. Concurrent with the formation of the operating partner­
ship, a REIT invests proceeds from a public offering in exchange 
for a majority interest (general partner) in the operating partner­
ship; the sponsor retains a minority interest in the operating part­
nership. Because of its controlling financial interest, the REIT 
consolidates the operating partnership in its financial statements. 
In the typical UPREIT structure, the REIT's consolidated financial 
statements report the assets and liabilities contributed by the spon­
sor at the sponsors historical cost basis. One of the reasons for the 
popularity of the UPREIT conversion is that the seller can defer tax 
by accepting operating partnership units as consideration.
Auditors should be aware of the consensuses reached by the Fi­
nancial Accounting Standards Board (FASB) Emerging Issues 
Task Force (EITF) in Issue 94-2, Treatment o f Minority Interests in 
Certain Real Estate Investment Trusts and EITF Issue 95-7, Imple­
mentation Issues Related to the Treatment o f Minority Interests in 
Certain Real Estate Investment Trusts.
DownREITs. In the formation of a typical DownREIT, an exist­
ing REIT forms an operating partnership with the property own­
ers of the desired acquisition property, generally with the existing 
REIT as the general partner. The owner contributes the assets to
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the operating partnership and, in return, receives partnership 
units that can be exchanged at some future date for shares of 
stock in the REIT. Similar to UPREITs, one of the benefits of a 
DownREIT structure is that the seller can defer tax by accepting 
partnership units as consideration. Additionally, the DownREIT 
structure is easier to implement than an UPREIT conversion.
Synthetic Leases. In the last few years, many entities have begun 
to employ a lease structure, referred to as a synthetic lease, to ac­
quire real estate. Use of a synthetic lease allows the lessee to ob­
tain financing while permitting off-balance sheet treatment for 
the related obligation and asset. Establishment of a typical syn­
thetic lease might include the following steps:
• A nonconsolidated special purpose entity (SPE) would be 
established to act as the lessor of the property in question.
• Management of the corporation would arrange to obtain 
investment capital of at least 3 percent of the cost of the 
property from a group of independent third-party investors 
who will hold all of the SPE’s equity voting interests.
• The lessee would sign a lease under which the monthly net 
rental payments would cover the SPE-lessor's debt service.
• The SPE-lessor would obtain nonrecourse financing to be 
used to obtain the property, using the lease as security.
The lease agreement would be structured so that upon expiration, 
the lessee would have the option of renewing the lease, purchasing 
the property, or causing the property to be sold. If the property is 
sold for an amount greater than the SPE-lessor's investment, the 
lessee would retain the excess. If the sales proceeds do not cover 
the SPE-lessor's investment, the lessee would be required to make 
payments to the SPE-lessor. However, the total payments to the 
SPE-lessor must be less than 90 percent of the original cost of the 
property, or capital lease treatment would result.
One reason a lessee might wish to use a synthetic lease is that such 
an arrangement permits the lessee to use off-balance sheet treat­
ment for the asset and obligation, yet retain the benefit of any ap­
preciation in the property during the lease term. Additionally,
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because the lessee will be considered the owner of the property for 
tax purposes, the lessee will be entitled to claim deductions for in­
terest on the debt and tax depreciation on the property.
Auditors should be aware that the accounting literature covering 
synthetic leases, including EITF Issue 90-15, Impact o f Nonsub­
stantive Lessors, Residual Value Guarantees, and Other Provisions in 
Leasing Transactions, EITF Issue 96-21, Implementation Issues in 
Accounting for Leasing Transactions involving Special-Purpose Enti­
ties, and EITF Issue 97-1, Implementation Issues in Accounting for 
Lease Transactions, including those involving Special Purpose Enti­
ties, is complex, and failure to comply with all of the requirements 
could result in material misstatement of the financial statements.
Auditors also should be aware that the use of synthetic leases, UP- 
REITs, DownREITs, or similar strategies may affect audit risk. If 
structured incorrectly, these types of transactions or arrangements 
may have significant adverse impact on the financial statements of 
clients. For example, one of the main reasons to use synthetic 
leases is the ability to retain off-balance sheet treatment for the re­
lated asset. However, if the synthetic lease is structured incorrectly, 
the entity may be required to consolidate the special-purpose en­
tity that was formed to act as the lessor of the property. This would 
defeat the purpose of the synthetic lease structure.
A u d it Issues and D e ve lo p m e n ts
General Risk Factors
Although conditions vary from region to region and entity to en­
tity, general factors inherent in the real estate industry that influ­
ence audit risk include the following.
Magnitude and Complexity o f Transactions. The financial state­
ments of real estate companies generally include a large number 
of highly complex transactions. The complexity of these transac­
tions is increased by the fact that a number of them are based 
on estimates.
Lengthy Development and Holding Periods. By their nature, real 
estate projects involving construction require significant lead time.
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Delays may result in increased costs and potentially affect the ac­
counting for the assets being constructed (See the discussion enti­
tled “Asset Impairment” that follows this section).
Financing and Liquidity Concerns. Real estate enterprises are 
often highly leveraged, creating concerns about the ability of en­
tities in the industry to continue to obtain adequate capital and 
meet obligations as they come due. Auditors should carefully 
consider these industry-specific conditions and assess the effect 
they have on audit risk.
Tax Qualifications. As discussed elsewhere in this Audit Risk 
Alert, the use of tax-advantaged entities abounds in the real estate 
industry. The continued qualification of these entities is a signifi­
cant concern that should be addressed by auditors.
Asset Impairment
What conditions or events may indicate a need for assessing 
recoverability of investments in real estate?
Impairment of assets continues to be a concern throughout the 
real estate industry and requires critical attention in the audits of 
financial statements of real estate entities. FASB Statement No. 
121, Accounting for the Impairment o f Long-Lived Assets and for 
Long-Lived Assets to Be Disposed Of (FASB, Current Text, vol. 1, 
sec. I08), has particular importance in the real estate industry. 
FASB Statement No. 121 revises significantly the way in which 
entities account for real estate. It requires different accounting for 
impaired assets based on whether those impaired assets are “to be 
held and used” or “to be disposed of.”
Auditors should obtain reasonable assurance that management 
has considered all relevant factors in determining whether asset 
impairment has occurred. The subjectivity of determining the ad­
equacy of the impairment adjustment reinforces the need for 
careful planning and execution of audit procedures in this area.
Conditions or events such as the following may indicate a need 
for assessing the recoverability of investments in real estate:
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• Cash flows from operating activities are insufficient to 
cover debt service.
• Current occupancy rates indicate that future cash flows to 
be received are lower than the amounts needed to fully re­
cover the carrying amount of the investment.
• Major tenants have experienced or are experiencing finan­
cial difficulties.
• A significant portion of leases will expire in the near term.
• Lessors are being forced to make significant concessions in 
order to rent property.
• Properties held for sale remain unsold at subsequent bal­
ance sheet dates.
• Other investors have decided to cease providing support or 
reduce their financial commitment to a project or venture.
• Rental demand for a rental project currently under con­
struction is not meeting projections.
• Auditors’ reports on financial statements of investee prop­
erties are modified for reasons that relate to real estate in­
vestments. (For example, an auditor’s report on the 
financial statements of investee properties that is modified 
for a departure from generally accepted accounting princi­
ples (GAAP) due to improper valuation of assets.)
Lack of an asset-impairment evaluation system may indicate a ma­
terial weakness in the entity’s internal control structure. Further, a 
lack of documentation generally will increase the extent to which 
judgment must be applied by auditors in evaluating the adequacy 
of management’s write-downs and will increase the likelihood that 
differences will result. The recently revised AICPA Audit and 
Accounting Guide Guide for the Use o f Real Estate Appraisal Infor­
mation provides guidance to help auditors understand real-estate 
appraisal concepts and information. SAS No. 57, Auditing Account­
ing Estimates (AICPA, Professional Standards, vol. 1, AU sec. 342), 
should be followed in auditing estimates such as impairments.
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Auditors also should consider the propriety of the client’s classifica­
tion of assets as “held for sale” or “held for investment.” Pursuant 
to FASB Statement No. 121, land to be developed and projects 
under development should be accounted for in accordance with 
paragraphs 4 through 7 of FASB Statement No. 121 (that is, they 
should be considered assets to be held and used). Completed pro­
jects should be accounted for in accordance with paragraphs 15 
through 17 of the Statement (assets to be disposed of).
Recently, the FASB has begun a project to attempt to develop one 
consistent model for long-lived assets to be disposed of under the 
framework created by FASB Statement No. 121. As part of this 
project, certain issues specifically related to real estate assets are 
expected to be addressed.
Auditors should be aware that a literal interpretation of FASB 
Statement No. 121 would require that all projects accounted for 
under FASB Statement No. 67, Accounting for Costs and Initial 
Rental Operations o f Real Estate Projects (FASB, Current Text, vol. 2, 
sec. Re2), be accounted for at the lower of carrying amount or fair 
value less cost to sell. Paragraph 31 c of FASB Statement No. 121 
amends paragraph 24 of FASB Statement No. 67 and reads (in 
part): “A real estate project, or parts thereof, that is substantially 
complete and ready for its intended use shall be accounted for at 
the lower of carrying amount or fair value less cost to sell as pre­
scribed in paragraphs 15-17 of Statement 121.” This provision 
does not exempt assets developed for an entity’s own use or occu­
pancy. This is, however, one of the issues expected to be addressed 
in the FASB’s new impairment project.
Real Estate Properties Held fo r Investment. Real estate held for 
investment should be reported at cost, less accumulated deprecia­
tion, and should be evaluated for impairment if facts and circum­
stances indicate that impairment may have occurred, in 
conformity with the provisions of paragraphs 4 through 7 of 
FASB Statement No. 121. If events or changes in circumstances 
indicate that impairment may exist, the entity is required to esti­
mate the future cash flows expected to result from the use of the 
asset and its eventual disposition.
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An asset is deemed to be impaired if its carrying amount exceeds 
the sum of the expected future cash flows (undiscounted and 
without interest charges) from the asset. The impairment is mea­
sured as the amount by which the carrying amount exceeds the 
fair value of the asset. After an impairment is recognized, the re­
duced carrying amount of the asset should be accounted for as 
the new cost of the asset and depreciated over the remaining use­
ful life (for depreciable assets). Restoration of previously recog­
nized impairment losses is prohibited.
Real Estate to Be Disposed Of. All real estate to be disposed of that 
is not subject to the provisions of Accounting Principles Board 
(APB) Opinion No. 30, Reporting the Results o f Operations — Re­
porting the Effects o f Disposal o f a Segment o f a Business, and Extraor­
dinary, Unusual and Infrequently Occurring Events and Transactions 
(FASB, Current Text, vol. 1, sec. I13), for which management, hav­
ing the authority to approve the action, has committed to a plan of 
disposal, should be reported at the lower of carrying amount or fair 
value less costs to sell. Subsequent revisions to fair value less costs 
to sell should be reported as adjustments to the carrying amount of 
the asset to be disposed of. However, the carrying amount may not 
be adjusted to an amount greater than the carrying amount of the 
asset before an adjustment was made to reflect the decision to dis­
pose of the asset. Determination of whether the carrying amounts 
of real estate projects require write-downs should be done on a 
project-by-project basis, in accordance with paragraph 24 of FASB 
Statement No. 67, as amended by FASB Statement No. 121.
In assessing the valuation of assets to be disposed of, auditors 
should consider various issues, including the following:
• Has management committed to the plan of disposal? Was 
the commitment made by management with the authority 
to approve the action?
• Has fair value been determined using reasonable assump­
tions and estimates?
• Has the client included appropriate costs in the estimate 
of costs to sell? Have the costs to sell been discounted, if 
appropriate?
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FASB Statement No. 121 does not provide an exception for assets 
subject to nonrecourse debt. The FASB believes the recognition 
of an impairment loss should be made without regard to the na­
ture of the debt.
Foreclosed Real Estate
AICPA Statement of Position (SOP) 92-3, Accounting for Fore­
closed Assets, provides guidance on measuring foreclosed assets 
after foreclosure. Under SOP 92-3, there is a rebuttable presump­
tion that foreclosed assets are held for sale. The SOP requires fore­
closed assets held for sale to be carried at the lower of fair value 
minus estimated costs to sell or cost. Foreclosed assets held for the 
production of income should be treated the same way they would 
be had they been acquired in a manner other than by foreclosure.
Auditors should be aware that some believe that the “held for 
sale” presumption of SOP 92-3 has been effectively superseded 
by FASB Statement No. 121. As discussed previously, the FASB 
has added a project to its agenda to address certain provisions of 
FASB Statement No. 121. It is possible that, as a result of this 
project, that interpretation could be formalized.
SOP 92-3 refers to FASB Statement No. 15, Accounting by Debt­
ors and Creditors for Troubled Debt Restructurings (FASB, Current 
Text, vol. 1, sec. D22), for its definition of fair value. In consider­
ing the appropriateness of fair values, auditors of publicly held 
entities should consider the guidance in Section 401.09d of the 
SEC’s Codification o f Financial Reporting Policies, which indicates 
that the mere adoption of strategies such as a hold-for-the-future 
strategy based on expectations of future price increases, or a strat­
egy of operating repossessed collateral on one's own behalf, cannot 
justify the use of derived accounting valuations that portray the 
results of operations more favorably than would the use of current 
values in active markets.
Revenue Recognition
As discussed in the “Tax Matters” section of this Audit Risk Alert, 
certain real estate transactions are structured to achieve a desired
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result. Auditors should analyze such creative funding arrange­
ments to ensure that their clients have accounted for the transac­
tion properly.
After years of hesitancy, the fact that the industry recovery is now 
under way may lead to overly optimistic forecasted improvements 
in financial results that may not fully materialize. Auditors should 
consider the appropriateness of their clients’ revenue-recognition 
policies, or changes therein. A number of clients may view the in­
dustry recovery as an opportunity to present improved financial 
results through changes in operating or accounting policies that 
affect the timing or propriety of revenue recognition. In evaluat­
ing the revenue recognition policies of real-estate-industry 
clients, auditors should consider carefully whether the criteria set 
forth in FASB Statement No. 66, Accounting for Sales o f Real Es­
tate (FASB Current Text, vol. 1, sec. R 10), have been met. Au­
ditors should consider the facts and circumstances surrounding 
property sales carefully to be certain that there are no formal or 
informal “put” arrangements committing the seller, its officers, or 
its shareholders to repurchase the property, find other buyers, or 
indemnify the buyer or third-party guarantors for risk of loss. Au­
ditors also should consider circumstances that would indicate 
that a seller may have directly or indirectly provided the funds for 
a down payment (or for the entire purchase price) in a cash sale. 
Apart from precluding the use of the full accrual method of profit 
recognition, such circumstances may create relationships that 
meet the definition of related parties as set forth in FASB State­
ment No. 57, Related Party Disclosures (FASB, Current Text, vol. 1, 
sec. R36). SAS No. 45, Related Parties (AICPA, Professional Stan­
dards, vol. 1, AU sec. 334), describes procedures that are designed 
to determine the existence of related parties as defined by FASB 
Statement No. 57.
Deferred Rents
FASB Statement No. 13, Accounting for Leases (FASB, Current Text, 
vol. 1, sec. L10), requires that rents be recognized on a straight-line 
basis over the term of the lease even if payments are not made on a 
straight-line basis. Because of the number and magnitude of rent
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abatements and concessions being offered, significant deferred rent 
balances are sometimes recorded. In auditing such balances, audi­
tors should carefully consider the reasonableness of assertions by 
management concerning the ability of tenants to perform accord­
ing to the lease agreement. Auditors should also consider tenant 
characteristics, such as geographical or industry concentrations, for 
example, that may affect their ability to perform according to the 
lease agreement. If tenants are unable to perform according to the 
lease agreement, deferred rents may not be fully recoverable.
Environmental Issues
The U.S. Environmental Protection Agency (EPA) is empowered 
by law to order any party that owned or operated a site currently 
included on the National Priorities List, or anyone who has 
arranged for disposal or transported hazardous materials to such a 
site, to remediate the site or to reimburse the EPA for remedia­
tion costs and pay additional damages. In many states, state agen­
cies have powers similar to those of the EPA with respect to 
contaminated sites. In view of the liabilities that may be incurred 
from owning contaminated sites, virtually all entities entering 
into real estate transactions today consider potential environmen­
tal liabilities. Auditors of real estate entities that face such claims 
should evaluate carefully whether the accounting and disclosure 
requirements of FASB Statement No. 5, Accounting for Contin­
gencies (FASB, Current Text, vol. 1, sec. C59) have been met. In 
October 1996, the AICPA issued SOP 96-1, Environmental Re­
mediation Liabilities. This SOP includes benchmarks to aid in the 
determination of when environmental remediation liabilities 
should be recognized in accordance with FASB Statement No. 5. 
It also provides guidance on the display of environmental remedi­
ation liabilities in financial statements and on disclosures about 
environmental-cost-related accounting principles, environmental 
remediation loss contingencies, and other loss contingency dis­
closure considerations.
Auditors also should be aware of the consensuses reached in EITF 
Issue 93-5, Accounting for Environmental Liabilities, and EITF 
Issue 95-23, The Treatment o f Certain Site Restoration/Environ­
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mental Exit Costs When Testing a Long-Lived Asset for Impairment. 
In EITF Issue 93-5, the EITF reached a consensus that an envi­
ronmental liability should be evaluated independently from any 
potential recovery, and that the loss arising from the recognition 
of an environmental liability should be reduced only when a 
claim for recovery is probable of realization. In EITF Issue 95-23, 
the EITF reached a consensus that future cash flows for environ­
mental costs that are associated with a long-lived asset should be 
excluded from the undiscounted expected future cash flows used 
to test the asset for recoverability under FASB Statement No. 121. 
For environmental costs that have not been recognized as a liabil­
ity for accounting purposes, the EITF reached a consensus that 
whether environmental exit costs should be in the undiscounted 
expected future cash flows used to test a long-lived asset for 
recoverability under FASB Statement No. 121 depends on man­
agement’s intent with respect to the asset. The EITF issue pro­
vides examples of management’s intent and the corresponding 
treatment of the environmental exit costs in the FASB Statement 
No. 121 recoverability test.
Auditors of publicly held companies also should consider the re­
quirements of Securities Exchange Commission (SEC) Staff Ac­
counting Bulletin (SAB) No. 92, Accounting and Disclosures Relating 
to Loss Contingencies, which provides the SEC staff’s interpretation 
of current literature related to accounting for environmental is­
sues. For further discussion, see Audit Risk Alert— 1997/98.
Financing Arrangements
How should SEC registrants present liquidity and cash 
flow information?
The SEC staff has noted that SEC registrants are expected to use 
the statement of cash flows and other appropriate indicators in 
analyzing their liquidity and to present a balanced discussion in 
the Management’s Discussion and Analysis (MD&A) section of 
SEC filings that addresses the cash flows from investing and fi­
nancing activities, as well as from operations. A discussion of cash 
flow from operations by itself is not considered an appropriate 
presentation. If cash flow information is included in the Selected
21
Financial Data section of SEC filings, it also should be presented 
in a balanced manner, including cash flows from operations, 
investing, and financing activities. The SEC staff also has indi­
cated that, in the context of amounts available for distributions, it 
is more appropriate to discuss “cash available for distribution” 
than cash flow from operations, since distributions will be paid 
from available cash. SAS No. 8, Other Information in Documents 
Containing Audited Financial Statements (AICPA, Professional 
Standards, vol. 1, AU sec. 550), requires that auditors read such 
information and consider whether the information, or the man­
ner of its presentation, is materially inconsistent with that ap­
pearing in the financial statements.
Non-GAAP Measures of Performance
The SEC staff notes that publicly held real estate entities have 
been presenting “operating income before depreciation and 
amortization and write-downs of real estate” or, in some cases, 
funds from operations in Selected Financial Data and MD&A. 
The SEC staff believes that such captions in financial statements 
are inappropriate because such captions suggest that the amount 
represents cash flow for the period, which is rarely the case. Cash 
flow from operations is the appropriate financial statement cap­
tion, which must be included in a balanced presentation with 
cash flows from investing and financing activities when dis­
cussing cash flows in MD&A and elsewhere. Auditors of public 
entities should read such information and consider whether the 
information, or the manner of its presentation, is materially in­
consistent with that appearing in the financial statements.
The SEC staff has noted that funds from operations (FFO) has 
been discussed outside of the financial statements in several re­
cent filings with the SEC. Neither GAAP nor SEC authoritative 
accounting literature provides a definition for FFO, and the SEC 
staff's view with respect to the presentation of a cash flow mea­
sure as a proxy for net income and the presentation of funds gen­
erated from operations are expressed in Accounting Series Release 
(ASR) 142. ASR 142, which states that if such measurements of 
economic performance are presented in the MD&A section or
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elsewhere, they should not be presented in a manner that gives 
them greater authority or prominence than conventionally com­
puted earnings. In no event should the presentation leave the 
reader with the impression that FFO is the appropriate measure 
of operating performance for the REIT and an appropriate mea­
sure for which dividends are computed and based. Net income 
and cash flows from operating, investing, and financing activities 
remain the appropriate measurements.
Investments in Derivatives
Entities in the real estate industry sometimes use derivatives as 
risk management tools (hedges) or as speculative investment ve­
hicles. Derivatives nearly always increase audit risk. Although the 
financial statement assertions about transactions involving deriv­
atives are generally similar to assertions about other transactions, 
the auditors approach to achieving related audit objectives may 
differ because certain derivatives, such as forward contracts, 
swaps, options, and other financial instruments with similar 
characteristics, generally are not recognized in the financial state­
ments. Auditors should refer to the SEC’s final rules regarding 
the disclosure of accounting policies for derivatives (Rule 4-08(n) 
of Regulation S-X).
Going Concern
SAS No. 59, The Auditor’s Consideration o f an Entity’s Ability to 
Continue as a Going Concern (AICPA, Professional Standards, vol. 1, 
AU sec. 341), describes an auditor’s obligation to evaluate whether 
there is substantial doubt about an entity’s ability to continue as a 
going concern for a reasonable period of time, not to exceed one 
year beyond the date of the financial statements being audited. 
Going concern remains an issue even in relatively good times. For 
example, assume a company owns retail property that it has 
leased for two years. As stated previously in this Audit Risk Alert, 
several new regional malls are in the planning or development 
stage. If one of these new malls is built in a location near the 
company’s retail property, resulting in a significant downturn in 
business for the company’s lessees, these lessees may be driven out
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of business. If the company’s assets are concentrated in these 
properties, it may call into question the ability of the company to 
continue as a going concern. Although, in this example, the time 
frame exceeds the one-year requirement of SAS No. 59, auditors 
should still be aware of the ramifications of such developments.
A u d itin g  and A tte s ta tio n  P ro n o u n c e m e n ts
Executive Sum m ary
Recently issued SASs include the following:
• SAS No. 80, Amendment to Statement on Auditing Standards No. 31, 
Evidential Matter
• SAS No. 81, Auditing Investments
• SAS No. 82, Consideration of Fraud in a Financial Statement Audit
• SAS No. 83, Establishing an Understanding With the Client
• SAS No. 84, Communications Between Predecessor and Successor Auditors
• SAS No. 85, Management Representations
SAS No. 80, Amendment to Statement on Auditing Standards,
No. 3 1, Evidential Matter
SAS No. 80 (AICPA, Professional Standards, vol. 1, AU sec. 326) 
provides guidance to auditors engaged to audit the financial state­
ments of entities for which significant information is transmitted, 
processed, maintained, or accessed electronically. The Statement 
includes examples of evidential matter in electronic form and 
provides that an auditor should consider the period during which 
electronic evidential matter will be in existence or be available in 
determining the nature, timing, and extent of substantive tests. 
In addition, the Statement indicates that an auditor may deter­
mine that in certain engagements for which evidential matter is 
in electronic form, it would not be practical or possible to reduce 
detection risk to an acceptable level by performing only substan­
tive tests. The Statement provides that, in such circumstances, the 
auditor should consider performing tests of controls to support 
an assessed level of control risk below the maximum for affected
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assertions. SAS No. 80 is effective for engagements beginning on 
or after January 1, 1997.
SAS No. 8 1, Auditing Investments
SAS No. 81 (AICPA, Professional Standards, vol. 1, AU sec. 332) 
revises the guidance on auditing investments to make that guid­
ance consistent with recently issued accounting standards, particu­
larly FASB Statement No. 115, Accounting for Certain Investments 
in Debt and Equity Securities (FASB, Current Text, vol. 1, sec. I80). 
SAS No. 81 supersedes SAS No. 1, sec. 332, Long Term Invest­
ments, which required updating because it is based on FASB 
Statement No. 12, Accounting for Certain Marketable Securities, 
an accounting standard that was superseded by FASB Statement 
No. 115. SAS No. 81 also deletes Interpretation No. 1 of SAS 
No. 1, section 332, entitled “Evidential Matter for the Carrying 
Amount of Marketable Securities.”
SAS No. 81 is applicable to audits of financial statements that con­
tain assertions about investments in debt and equity securities (as 
those terms are defined in FASB Statement No. 115) and invest­
ments accounted for under Accounting Principles Board (APB) 
Opinion No. 18, The Equity Method o f Accounting for Investments 
in Common Stock (FASB, Current Text, vol. 1, sec. I82). It also is 
applicable to audits of presentations covered by SAS No. 62, Spe­
cial Reports (AICPA, Professional Standards, vol. 1, AU sec. 623), 
that contain such assertions.
SAS No. 81 provides guidance to auditors on evaluating manage­
ment’s intent related to an investment and an entity’s ability to 
hold a security to maturity. Such guidance is important because 
the intent and ability to hold a security to maturity affect the ac­
counting for investments under FASB Statement No. 115. The 
SAS also contains guidance on auditing assertions about the valu­
ation of investments, including guidance on auditing investments 
carried at cost and fair value.
Finally, the SAS contains guidance on evaluating other-than-tem­
porary impairment conditions related to an investment. The 
auditor considers whether evidence related to factors about other-
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than-temporary impairment conditions corroborates or conflicts 
with management’s conclusions. The guidance in SAS No. 81 re­
garding investments accounted for using the equity method of 
accounting is generally unchanged from the guidance contained 
in the previous standard.
SAS No. 81 is effective for audits of financial statements for pe­
riods ending on or after December 15, 1997, with early applica­
tion permitted.
SAS No. 82, Consideration o f Fraud in a Financial Statement Audit
Does the new SAS on fraud consideration change the auditor's 
responsibilities for considering fraud?
SAS No. 82 (AICPA, Professional Standards, vol. 1, AU sec. 316), 
was issued by the Auditing Standards Board to provide guidance 
to auditors in meeting their responsibility “to plan and perform 
the audit to obtain reasonable assurance about whether the finan­
cial statements are free of material misstatement, whether caused 
by error or fraud.” The Statement notes that in auditing financial 
statements, the auditor’s interest specifically relates to fraudulent 
acts that cause a material misstatement of the financial state­
ments. Two types of misstatements are relevant to the auditor’s 
consideration of fraud in a financial statement audit: misstate­
ments arising from fraudulent financial reporting and misstate­
ments arising from misappropriation of assets.
SAS No. 82 supersedes SAS No. 53, The Auditor’s Responsibility to 
Detect and Report Errors and Irregularities. While the new state­
ment does not change the auditor’s responsibilities for considering 
fraud, SAS No. 82 establishes new performance requirements for 
auditors to formally consider and explicitly document their con­
sideration of fraud risk factors. Specifically, the new standard —
• Requires the auditor to specifically assess the risk of mater­
ial misstatement due to fraud on every audit and provides 
categories of fraud risk factors that the auditor should con­
sider in making that assessment. It provides examples of 
fraud risk factors that, when present, might indicate the 
presence of fraud.
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• Offers guidance on how the auditor may respond to the re­
sults of the assessment.
• Reaffirms the requirement that the auditor communicate 
known instances of fraud to an appropriate level of man­
agement and the audit committee and, under certain cir­
cumstances, appropriate regulators.
• Provides guidance on the evaluation of test results as they 
relate to the risk of material misstatements due to fraud.
• Requires the auditor to document evidence of the perfor­
mance of the assessment including risk factors identified as 
present and the auditor’s response thereto.
SAS No. 82 Implementation Guidance. The AICPA has under­
taken a major initiative to assist auditors in understanding and 
implementing SAS No. 82. Implementation efforts include the 
following:
• A practice aid, entitled Considering Fraud in a Financial 
Statement Audit: Practical Guidance for Applying SAS No. 82 
(product no. 008883), walks auditors through issues likely 
to be encountered in applying the new SAS to audits, with 
valuable tools such as sample workpaper documentation, 
descriptions of common fraud schemes, and extended audit 
procedures. It also provides specific guidance on applying 
the concepts of the SAS to various industries, including real 
estate entities. Copies may be obtained by calling the 
AICPA Order Department at (800) TO-AICPA or faxing a 
request to (800) 362-5066.
• A self-study continuing professional education (CPE) 
course (product no. 732045) entitled Consideration o f 
Fraud in a Financial Statement Audit: The Auditors Respon­
sibilities Under SAS No. 82 offers intermediate level infor­
mation in test format and eight hours of recommended 
CPE. Copies may be obtained by calling the AICPA Order 
Department at (800) TO-AICPA or faxing a request to 
(800) 362-5066.
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• Helpful guidance about the new SAS, including a press re­
lease, speech outline, and a comparison of SAS No. 82 
with SAS No. 53 is available on the AICPA’s home page 
(http://www.aicpa.org).
SAS No. 83 and SSAE No. 7 ,  Establishing an Understanding 
With the Client
SAS No. 83 and Statement on Standards for Attestation Engage­
ments (SSAE) No. 7 —
• Require the practitioner to establish an understanding 
with the client that includes the objectives of the engage­
ment, the responsibilities of management and the auditor, 
and any limitations of the engagement.
• Require the practitioner to document the understanding 
with the client in the workpapers, preferably through a 
written communication with the client.
• Provide guidance for situations in which the practitioner 
believes that an understanding with the client has not 
been established.
The SAS also identifies specific matters that ordinarily would be 
addressed in the understanding with the client, and other contrac­
tual matters an auditor might wish to include in the understand­
ing. SAS No. 83 and SSAE No. 7 are effective for engagements 
for periods ending on or after June 15, 1998. Earlier application 
is permitted.
SAS No. 84, Communications Between Predecessor and 
Successor Auditors
The ASB has issued SAS No. 84, (AICPA, Professional Standards, 
vol. 1, AU sec. 315). This Statement provides guidance on com­
munications between predecessor and successor auditors when a 
change of auditors is in process or has taken place. It also provides 
communications guidance when possible misstatements are dis­
covered in financial statements reported on by a predecessor 
auditor. The SAS applies whenever an independent auditor is
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considering accepting an engagement to audit or reaudit financial 
statements in accordance with GAAS, and after such auditor has 
been appointed to perform such an engagement. SAS No. 84 will 
be effective with respect to acceptance of an engagement after 
March 31, 1998. Earlier application is permitted.
SAS No. 85, Management Representations
SAS No. 85 (AICPA, Professional Standards, vol. 1, AU sec. 333) 
establishes a requirement that an independent auditor, performing 
an audit in accordance with GAAS, obtain written representations 
from management for all financial statements and periods covered 
by the auditor's report. Additionally, the SAS provides guidance 
concerning the representations to be obtained. An illustrative 
management representation letter is included in the Statement. 
SAS No. 85 will be effective for audits of financial statements 
for periods ending on or after June 30, 1998. Earlier application 
is permitted.
Auditing and Attestation Interpretations
Executive Sum m ary
Auditing Interpretations:
• “Other Information in Electronic Sites Containing Audited Finan­
cial Statements”, an interpretation of SAS No. 8, Other Information 
in Documents Containing Audited Financial Statements
• “Use of Explanatory Language Concerning Unasserted Possible 
Claims or Assessments in Lawyers’ Responses to Audit Inquiry Let­
ters”, an interpretation of SAS No. 12, Inquiry of a Client's Lawyer 
Concerning Litigation, Claims, and Assessments
• “Applying Agreed-Upon Procedures to All, or Substantially All, of 
the Elements, Accounts, or Items of a Financial Statement”, an in­
terpretation of SAS No. 75, Engagements to Apply Agreed-Upon Proce­
dures to Specified Elements, Accounts, or Items of a Financial Statement
• Amendment of Interpretation 1, “Specific Procedures Performed by 
the Other Auditor at the Principal Auditor’s Request”, of AU section 
543, Part of Audit Performed by Other Independent Auditors
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• “Evaluating the Adequacy of Disclosure in Financial Statements Pre­
pared on the Cash, Modified Cash, or Income Tax Basis of Account­
ing”, an interpretation of SAS No. 62, Special Reports
Attestation Interpretation:
• “Reporting on an Entity’s Internal Control over Financial Report­
ing”, an interpretation of AT Section 400
AITF Advisory:
• “Reporting on the Computation of Earnings per Share”
The Audit Issues Task Force (AITF) of the Auditing Standards 
Board (ASB) of the AICPA has issued three new auditing inter­
pretations, amended an existing one, and issued a new attestation 
interpretation, all of which are discussed below. Interpretations 
are issued by the AITF to provide timely guidance on the appli­
cation of ASB pronouncements and are reviewed by the ASB. An 
Interpretation is not as authoritative as a pronouncement of the 
ASB; however, practitioners should be aware that they may have 
to justify departures from an Interpretation if the quality of their 
work is questioned.
What is the auditor's responsibility for other information in 
electronic sites containing audited financial statements?
Auditing Interpretations. “Other Information in Electronic Sites 
Containing Audited Financial Statements” (AICPA, Professional 
Standards, vol. 1, AU sec. 9550) is a new interpretation of SAS 
No. 8, Other Information in Documents Containing Audited Fi­
nancial Statements (AICPA, Professional Standards, vol. 1, AU 
sec. 550). It explains the auditor’s responsibility for other infor­
mation in an electronic site, such as a company location on the 
World Wide Web on the Internet, when a client puts its audited 
financial statements and accompanying auditor’s report on the site. 
The interpretation states that electronic sites are a means of distri­
bution and are not “documents,” as that term is used in SAS No. 8. 
Thus, auditors are not required by SAS No. 8 to read information 
contained in electronic sites, or to consider the consistency of 
other information in electronic sites with the original documents.
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Auditors may be asked by their clients to render professional ser­
vices with respect to information in electronic sites. Such services, 
which might take different forms, are not contemplated by SAS 
No. 8. Other auditing or attestation standards may apply, for ex­
ample, agreed-upon procedures pursuant to SAS No. 75, Engage­
ments to Apply Agreed-Upon Procedures to Specified Elements, 
Accounts, or Items o f a Financial Statement (AICPA, Professional 
Standards, vol. 1, AU sec. 622) or SSAE No. 4, Agreed-Upon Pro­
cedures Engagements (AICPA, Professional Standards, vol. 1, AT 
sec. 600), depending on the nature of the service requested.
The AITF issued an interpretation of SAS No. 12, Inquiry o f a 
Client’s Lawyer Concerning Litigation, Claims, and Assessments 
(AICPA, Professional Standards, vol. 1, AU sec. 337), in January 
1997, entitled “Use of Explanatory Language Concerning 
Unasserted Possible Claims or Assessments in Lawyers’ Responses 
to Audit Inquiry Letters” (AICPA, Professional Standards, vol. 1, 
AU sec. 9337.31-.32). The interpretation indicates that the in­
clusion of certain explanatory comments to emphasize the preser­
vation of the attorney-client privilege, in responses by lawyers to 
audit inquiry letters, does not result in an audit scope limitation. 
The interpretation also reminds auditors of the requirement in 
SAS No. 12 to obtain the lawyer’s acknowledgment of his or her 
responsibility to advise and consult with the client concerning fi­
nancial statement disclosure obligations for unasserted possible 
claims or assessments.
The AITF issued an interpretation, “Applying Agreed-Upon Pro­
cedures to All, or Substantially All, of the Elements, Accounts, or 
Items of a Financial Statement”, of SAS No. 75, Engagements to 
Apply Agreed-Upon Procedures to Specified Elements, Accounts, or 
Items o f a Financial Statement.
The interpretation was developed in response to a recommenda­
tion from the AICPA’s Special Committee on Assurance Services. 
The committee had noted that the guidance in SAS No. 75 “does 
not explicitly allow the CPA to report on the application of 
agreed-upon procedures when a complete financial statement is 
presented.” Further, it was not clear whether procedures could be 
performed on all, or substantially all, of the elements of a finan­
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cial statement. Because SAS No. 75 was designed to permit these 
services, the AITF concluded that interpretive guidance was 
needed to clarify the standard.
The interpretation notes that SAS No. 75, paragraph .06 defines 
what constitutes a specified element, account or item of a financial 
statement (accounting information that is “a part of, but signifi­
cantly less than, a financial statement”). In issuing SAS No. 75, 
the ASB did not intend to limit the number of elements, accounts 
or items to which agreed-upon procedures are applied. Procedures 
may be applied to all, or substantially all, of the elements, ac­
counts or items of a financial statement, and the procedures may 
be as limited or as extensive as the specified users desire.
If a report on applying agreed-upon procedures to specific ele­
ments, accounts or items of a financial statement is presented 
along with financial statements, the accountant also should follow 
the guidance in footnote 15 of SAS No. 75 for his or her responsi­
bility pertaining to the financial statements. The interpretation 
appears in the November 1997 Journal o f Accountancy.
The AITF also amended Interpretation 1, “Specific Procedures 
Performed by the Other Auditor at the Principal Auditor’s Re­
quest”, of AU section 543, Part o f Audit Performed by Other Inde­
pendent Auditors. The interpretation was amended to remove the 
reference to AU section 622, when the other auditor is asked to 
report in writing to the principal auditor on the results of proce­
dures undertaken on behalf of the principal auditor. The agreed- 
upon procedures guidance was considered to be too restrictive 
and inappropriate in the circumstances. Auditors are now advised 
to “report the findings solely for the use of the principal auditor.”
The AITF of the ASB has issued a new auditing interpretation, 
“Evaluating the Adequacy of Disclosure in Financial Statements 
Prepared on the Cash, Modified Cash, or Income Tax Basis of Ac­
counting”, of SAS No. 62, Special Reports (AICPA, Professional 
Standards, vol. 1, AU sec. 623).
The Interpretation applies to cash, modified cash and income tax 
basis presentations. It addresses the summary of significant ac­
counting policies; disclosures for financial statement items that
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are the same as, or similar to, those in GAAP statements; issues 
relating to financial statement presentation; and disclosure of 
matters not specifically identified on the face of the statements. 
The interpretation contains examples of how other comprehen­
sive basis of accounting (OCBOA) disclosures, including presen­
tation, may differ from those in GAAP financial statements.
The Interpretation states that the discussion of the basis of ac­
counting needs to include only the significant differences from 
GAAP and that quantifying differences is not required.
If cash, modified cash or income tax basis financial statements 
contain elements, accounts, or items for which GAAP would re­
quire disclosure, the statements either should provide the relevant 
GAAP disclosure or provide information that communicates the 
substance of that disclosure. Qualitative information may be sub­
stituted for some of the quantitative information required in a 
GAAP presentation. GAAP disclosure requirements that are not 
relevant to the measurement of the element, account, or item 
need not be considered.
Cash, modified cash, and income tax statements should comply 
with GAAP requirements that apply to the presentation of finan­
cial statements or provide information that communicates the 
substance of those requirements. The substance of GAAP presen­
tation requirements may be communicated using qualitative in­
formation and without modifying the financial statement format. 
Several examples illustrate how this guidance may be applied.
Finally, if GAAP would require disclosure of other matters such as 
contingent liabilities, going concern, and significant risks and un­
certainties, the auditor should consider the need for that same dis­
closure or disclosure that communicates the substance of those 
requirements. Such disclosures need not include information that is 
not relevant to the basis of accounting. The Interpretation is sched­
uled to appear in the January issue of the Journal o f Accountancy.
Attestation Interpretation. Interpretation of AT Section 400, 
“Reporting on an Entity’s Internal Control over Financial Re­
porting”. As part of the process of applying for government 
grants or contracts, an entity may be required to submit a written
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pre-award assertion (survey) by management about the effective­
ness (suitability) of the design of its internal control or a portion 
thereof for the government’s purposes, together with a practi­
tioner’s report thereon. Such a report cannot be issued based 
solely on the consideration of internal control in an audit of the 
entity’s financial statements. To issue such a report, the practi­
tioner should perform an examination of or apply agreed-upon 
procedures to management’s written assertion about the effective­
ness (suitability) of the design of an entity’s internal control as de­
scribed in paragraphs .22 to .25 and .68 to .74 of SSAE No. 2, 
Reporting on an Entity’s Internal Control Over Financial Reporting 
(AICPA, Professional Standards, vol. 1, AT sec. 400). If requested 
to sign a form prescribed by a government agency in connection 
with a pre-award survey, the practitioner should refuse to sign the 
form unless he or she has performed an attestation engagement. 
If the practitioner has performed an attestation engagement, he 
or she should consider whether the wording of the prescribed 
form conforms to the requirements of professional standards. An 
entity may also be required to submit a written pre-award asser­
tion (survey) about its ability to establish suitably designed inter­
nal control with an accompanying practitioner’s report. A 
practitioner should not issue such a report. Neither the consider­
ation of internal control in an audit of an entity’s financial state­
ments nor the performance of an attestation engagement 
provides the practitioner with a basis for issuing a report on the 
ability of an entity to establish suitably designed internal control.
AITF Advisory: Reporting on the Computation o f Earnings Per 
Share. In February 1997, the FASB issued Statement No. 128, 
Earnings Per Share. The Statement, which is effective for annual 
and interim periods ending after December 15, 1997 (earlier ap­
plication is not permitted), changes the way entities compute 
earnings per share (EPS). After the effective date, the Statement 
requires that all prior-period EPS data presented be restated to 
conform with the Statement’s provisions. CPAs should be aware 
that public companies are required to follow the guidance in SEC 
SAB No. 74, Disclosure o f the Impact that Recently Issued Account­
ing Standards Will Have on the Financial Statements o f Registrants 
When Adopted in a Future Period, and include a discussion of the
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expected impact of the statement in registration statements and 
Form 10-Qs filed during 1997. Such disclosure is consistent with 
the guidelines in Statement No. 128 which permits an entity to 
disclose pro forma EPS amounts computed using this Statement 
in periods prior to adoption.
For the audit of the first annual period subsequent to the State­
ment’s effective date, the AITF is advising auditors that they are 
not required to refer in their audit reports to the change required 
by the Statement, provided the financial statements clearly dis­
close that the comparative EPS data for the prior years presented 
has been restated. Such disclosure would be similar to that for re­
classification of prior-year financial information made for com­
parative purposes.
R e c e n t G A A P  P ro n o u n c e m e n ts
Executive Sum m ary
• FASB Statement No. 126, Exemption from Certain Required Disclo­
sures about Financial Instruments for Certain Nonpublic Entities, an 
amendment of FASB Statement No. 107
• FASB Statement No. 127, Deferral of the Effective Date of Certain 
Provisions of FASB Statement No. 125, an amendment of FASB State­
ment No. 125
• FASB Statement No. 128, Earnings per Share
• FASB Statement No. 129, Disclosure of Information about Capital 
Structure
• FASB Statement No. 130, Reporting Comprehensive Income
• FASB Statement No. 131, Disclosures about Segments of an Enterprise 
and Related Information
• AICPA Statement of Position 97-1, Accounting by Participating Mort­
gage Loan Borrowers
• Practice Bulletin No. 15, Accounting by the Issuer of Surplus Notes
FASB Statements
FASB Statement No. 126, Exemption from Certain Required Dis­
closures about Financial Instruments for Certain Nonpublic Entities
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an amendment o f FASB Statement No. 107 (FASB, Current Text, 
vol. 1, sec. F25), amends FASB Statement No. 107, Disclosures 
about Fair Value o f Financial Instruments (FASB, Current Text, 
vol. 1, sec. F25), to make the disclosures about fair value of fi­
nancial instruments prescribed in Statement 107 optional for en­
tities that meet all of the following criteria:
a. The entity is a nonpublic entity.
b. The entity’s total assets are less than $100 million on the 
date of the financial statements.
c. The entity has not held or issued any derivative financial 
instruments, as defined in FASB Statement No. 119, Dis­
closure about Derivative Financial Instruments and Fair 
Value o f Financial Instruments (FASB, Current Text, vol. 1, 
sec. F25), other than loan commitments, during the re­
porting period.
This Statement shall be effective for fiscal years ending after 
December 15, 1996. Earlier application is permitted in financial 
statements that have not been issued previously.
FASB Statement No. 127, Deferral o f the Effective Date o f Certain 
Provisions o f FASB Statement No. 125 an amendment o f FASB 
Statement No. 125 (FASB, Current Text, vol. 1, sec. F38). FASB 
Statement No. 125, Accounting for Transfers and Servicing o f Fi­
nancial Assets and Extinguishments o f Liabilities, was issued in June 
1996 and establishes, among other things, new criteria for deter­
mining whether a transfer of financial assets in exchange for cash 
or other consideration should be accounted for as a sale or as a 
pledge of collateral in a secured borrowing. FASB Statement No. 
125 also establishes new accounting requirements for pledged 
collateral. As issued, FASB Statement No. 125 is effective for all 
transfers and servicing of financial assets and extinguishments of 
liabilities occurring after December 31, 1996.
The FASB was made aware that the volume and variety of certain 
transactions and the related changes to information systems and 
accounting processes that are necessary to comply with the re­
quirements of FASB Statement No. 125 would make it extremely
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difficult, if not impossible, for some affected enterprises to apply 
the transfer and collateral provisions of the Statement to those 
transactions as early as January 1, 1997. As a result, FASB State­
ment No. 127 defers for one year the effective date of (a) paragraph 
15 of FASB Statement 125 and (b) for repurchase agreement, dol­
lar-roll, securities lending, and similar transactions, paragraphs 9 to 
12 and 237(b) of FASB Statement No. 125.
FASB Statement No. 127 provides additional guidance on the 
types of transactions for which the effective date of FASB State­
ment No. 125 has been deferred. It also requires that if it is not 
possible to determine whether a transfer occurring during calen­
dar-year 1997 is part of a repurchase agreement, dollar-roll, secu­
rities lending, or similar transaction, then paragraphs 9 to 12 of 
FASB Statement No. 125 should be applied to that transfer.
All provisions of FASB Statement No. 125 should continue to 
be applied prospectively, and earlier or retroactive application is 
not permitted.
FASB Statement No. 128, Earnings per Share (FASB, Current 
Text, vol. 1, sec E 11), establishes standards for computing and 
presenting earnings per share and applies to entities with publicly 
held common stock or potential common stock. This Statement 
simplifies the standards for computing earnings per share previ­
ously found in APB Opinion No. 15, Earnings per Share, and 
makes them comparable to international EPS standards. It re­
places the presentation of primary EPS with a presentation of 
basic EPS. It also requires dual presentation of basic and diluted 
EPS on the face of the income statement for all entities with com­
plex capital structures and requires a reconciliation of the numer­
ator and denominator of the basic EPS computation to the 
numerator and denominator of the diluted EPS computation.
Basic EPS excludes dilution and is computed by dividing income 
available to common stockholders by the weighted-average num­
ber of common shares outstanding for the period. Diluted EPS 
reflects the potential dilution that could occur if securities or 
other contracts to issue common stock were exercised or con­
verted into common stock or resulted in the issuance of common
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stock that then shared in the earnings of the entity. Diluted EPS 
is computed similarly to fully diluted EPS pursuant to APB 
Opinion 15.
This Statement supersedes APB Opinion 15 and AICPA Ac­
counting Interpretations 1 to 102 of Opinion 15. It also super­
sedes or amends other accounting pronouncements listed in 
Appendix D of Statement No. 128. The provisions in this State­
ment are substantially the same as those in International Ac­
counting Standard 33, Earnings per Share, recently issued by the 
International Accounting Standards Committee.
This Statement is effective for financial statements issued for pe­
riods ending after December 15, 1997, including interim peri­
ods; earlier application is not permitted. This Statement requires 
restatement of all prior-period EPS data presented.
FASB Statement No. 129, Disclosure o f Information about Capital 
Structure (FASB, Current Text, vol. 1, sec. C24), which establishes 
standards for disclosing information about an entity’s capital struc­
ture, applies to all entities. It continues the previous requirements 
to disclose certain information about an entity’s capital structure 
found in APB Opinions 10, Omnibus Opinion — 1966, and 15, 
Earnings per Share, and FASB Statement No. 47, Disclosure o f 
Long-Term Obligations (FASB, Current Text, vol. 1, sec. C32), for 
entities that were subject to the requirements of those standards. It 
eliminates the exemption of nonpublic entities from certain disclo­
sure requirements of APB Opinion 15 as provided by FASB State­
ment No. 21, Suspension o f the Reporting o f Earnings per Share and 
Segment Information by Nonpublic Enterprises (FASB, Current Text, 
vol. 1, sec. E09). It supersedes specific disclosure requirements of 
APB Opinions 10 and 15 and FASB Statement No. 47 and con­
solidates them in this Statement for ease of retrieval and for greater 
visibility to nonpublic entities.
This Statement is effective for financial statements for periods end­
ing after December 15, 1997. It contains no change in disclosure 
requirements for entities that were previously subject to the require­
ments of APB Opinions 10 and 15 and FASB Statement No. 47.
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FASB Statement No. 130, Reporting Comprehensive Income 
(FASB, Current Text, vol. 1, sec. C49), establishes standards for 
reporting and display of comprehensive income and its compo­
nents (revenues, expenses, gains, and losses) in a full set of gen­
eral-purpose financial statements. It requires that all items that 
are required to be recognized under accounting standards as com­
ponents of comprehensive income be reported in a financial 
statement that is displayed with the same prominence as other fi­
nancial statements. It does not require a specific format for that 
financial statement but requires that an enterprise display an 
amount representing total comprehensive income for the period 
in that financial statement.
This Statement requires that an enterprise (a) classify items of other 
comprehensive income by their nature in a financial statement and 
(b) display the accumulated balance of other comprehensive in­
come separately from retained earnings and additional paid-in cap­
ital in the equity section of a statement of financial position.
This Statement is effective for fiscal years beginning after Decem­
ber 15, 1997. Reclassification of financial statements for earlier 
periods provided for comparative purposes is required.
FASB Statement No. 131, Disclosures about Segments o f an Enter­
prise and Related Information (FASB, Current Text, vol. 1, sec. S30), 
establishes standards for the way that public business enterprises 
report information about operating segments in annual financial 
statements and requires that those enterprises report selected in­
formation about operating segments in interim financial reports 
issued to shareholders. It also establishes standards for related 
disclosures about products and services, geographic areas, and 
major customers. This Statement supersedes FASB Statement 
No. 14, Financial Reporting for Segments o f a Business Enterprise, 
but retains the requirement to report information about major 
customers. It amends FASB Statement No. 94, Consolidation o f 
All Majority-Owned Subsidiaries (FASB, Current Text, vol. 1, 
sec. C25), to remove the special disclosure requirements for pre­
viously unconsolidated subsidiaries.
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This Statement does not apply to nonpublic business enterprises 
or to not-for-profit organizations.
It requires that a public business enterprise report financial and 
descriptive information about its reportable operating segments. 
Operating segments are components of an enterprise about 
which separate financial information is available that is evaluated 
regularly by the chief operating decision maker in deciding how 
to allocate resources and assess performance. Generally, financial 
information is required to be reported on the basis that it is used 
internally for evaluating segment performance and deciding how 
to allocate resources to segments.
This Statement requires that a public business enterprise report a 
measure of segment profit or loss, certain specific revenue and ex­
pense items, and segment assets. It requires reconciliations of total 
segment revenues, total segment profit or loss, total segment as­
sets, and other amounts disclosed for segments to corresponding 
amounts in the enterprises general-purpose financial statements.
It requires that all public business enterprises report information 
about the revenues derived from the enterprise’s products or ser­
vices (or groups of similar products and services), about the coun­
tries in which the enterprise earns revenues and holds assets, and 
about major customers regardless of whether that information is 
used in making operating decisions. However, this Statement 
does not require an enterprise to report information that is not 
prepared for internal use if reporting it would be impracticable.
This Statement also requires that a public business enterprise re­
port descriptive information about the way that the operating 
segments were determined, the products and services provided by 
the operating segments, differences between the measurements 
used in reporting segment information and those used in the en­
terprise’s general-purpose financial statements, and changes in the 
measurement of segment amounts from period to period.
This Statement is effective for financial statements for periods be­
ginning after December 15, 1997. In the initial year of applica­
tion, comparative information for earlier years is to be restated. 
This Statement need not be applied to interim financial state-
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ments in the initial year of its application, but comparative infor­
mation for interim periods in the initial year of application is to 
be reported in financial statements for interim periods in the sec­
ond year of application.
AICPA Statement of Position
SOP 97-1, Accounting by Participating Mortgage Loan Borrowers. 
The SOP establishes the borrower's accounting for a participating 
mortgage loan if the lender participates in increases in the market 
value of the mortgaged real estate project, the results of opera­
tions of the mortgaged real estate project, or both.
The SOP requires the following:
• At origination, if the lender is entitled to participate in ap­
preciation in the market value of the mortgaged real estate 
project, the borrower should determine the fair value of the 
participation feature and should recognize a participation li­
ability for that amount, with a corresponding debit to a 
debt-discount account. The debt discount should be amor­
tized by the interest method, using the effective interest rate.
• At the end of each reporting period, the balance of the par­
ticipation liability should be adjusted to equal the fair 
value of the participation feature at that time. The corre­
sponding debit or credit should be to the related debt- 
discount account. The revised debt discount should be 
amortized prospectively, using the effective interest rate.
• Certain disclosures must be made in the financial statements.
The SOP is effective for financial statements issued for fiscal years 
beginning after June 30, 1997. Earlier application is encouraged. 
The effect of initially applying the SOP should be reported as a 
cumulative effect of a change in accounting principle.
AICPA Practice Bulletin
Practice Bulletin No. 15, Accounting by the Issuer o f Surplus Notes, 
is effective for financial statements for fiscal years beginning after 
December 15, 1995.
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Practice Bulletin No. 15 provides guidance on accounting, finan­
cial statement presentation and disclosure by the issuers of sur­
plus notes. It states that surplus notes should be accounted for as 
debt instruments and presented as liabilities in the financial state­
ments of the issuer. The Practice Bulletin also provides that the 
accounting for the accrual of interest would be consistent with 
that of other long-term debt.
The effect of initially applying the Practice Bulletin shall be re­
ported retroactively through restatement of all previously issued 
financial statements presented for comparative purposes. The cu­
mulative effect of adopting the Practice Bulletin, including the 
accrual of interest, if any, shall be in the earliest year restated.
E I T F  C on sen su s P o s itio n s
Recent EITF consensus positions that may be relevant to real es­
tate entities include:
EITF Issue No. Description D ate o f  Consensus
9 7 -1 Implementation Issues in 
Accounting fo r  Lease 
Transactions, including 
Those Involving Special- 
Purpose Entities
January 2 3 , 1997;  
M arch  13, 1 9 9 7
9 7 -3 Accounting fo r  Fees and  
Costs Associated w ith Loan 
Syndications an d  Loan 
Participations after the 
Issuance o f  FASB 
Statement No. 125
M ay 2 1 - 2 2 ,  1 9 9 7
9 7 - 5 Accounting fo r  the Delayed  
Receipt o f  Option Shares 
upon Exercise under APB  
Opinion No. 2 5
July 2 3 - 2 4 ,  1 9 9 7
9 7 -7 Accounting fo r  Hedges o f  
the Foreign Currency Risk 
Inherent in an Available- 
for-Sale M arketable 
Equity Security
S ep tem ber 18, 1 9 9 7
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EITF Issue No. Description D ate o f  Consensus
9 7 -8 Accounting fo r  Contingent 
Consideration Issued 
in a Purchase Business 
Combination
July 2 3 - 2 4 ,  1 9 9 7
9 7 -9 Effect on Pooling-of- 
Interests Accounting o f  
Certain Contingently 
Exercisable Options or 
Other Equity Instruments
S ep tem ber 18, 1 9 9 7
9 7 -1 2 Accounting fo r  Increased 
Share Authorizations in an 
IRS Section 42 3  Employee 
Stock Purchase Plan under 
A PB  Opinion No. 2 5
S ep tem ber 18, 1 9 9 7
R e c e n tly  P u b lish e d  P ra c tic e  A le rt
The Professional Issues Task Force of the AICPA’s SEC Practice 
Section has issued Practice Alert 97-1 entitled Financial Statements 
on the Internet. The Practice Alert describes the new method of dis­
tributing audited financial statements and the related auditor’s re­
port and speaks to several concerns of auditors. This Practice Alert 
appears in the January/February 1997 issue of The CPA Letter.
Ex p o s u re  D ra fts  Issued by th e  A u d itin g  S ta n d a rd s  B o ard
Proposed SSAE, Management’s Discussion and Analysis
This proposed Statement provides guidance to practitioners who 
may be engaged to examine or review MD&A prepared pursuant 
to the published rules and regulations of the SEC. If the practi­
tioner is requested by entities to provide this service, the pro­
posed Statement would be applied to engagements of public 
companies that are required to follow Item 303 of Regulation 
S-K and nonpublic entities that choose to prepare MD&A using 
the published SEC rules and regulations.
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The proposed SAS would provide a framework that may be use­
ful in providing assurance services in the future as companies ex­
periment with new forms of financial presentations, such as the 
Comprehensive Model for Business Reporting proposed by the 
AICPA Special Committee on Financial Reporting. Such a model 
is more forward-looking than the current financial reporting 
model; public registrants are currently required to prepare man­
agement's discussion and analysis that addresses certain elements 
proposed by the model.
Proposed SAS, Restricting the Use o f an Auditor’s Report
The proposed SAS, which is expected to be issued in December 
1997, provides guidance to auditors on restricting the use of re­
ports issued pursuant to SASs. The proposed SAS defines the 
terms general use and restricted use; describes circumstances in 
which the use of auditor’s reports should be restricted, and speci­
fies the language to be used in auditor's reports that are restricted 
as to use. The effective date of the proposed SAS is expected to be 
for periods ending on or after June 30, 1998.
In fo rm a tio n  S o u rc e s
Further information on matters addressed in this Audit Risk Alert 
is available through various publications and services listed in the 
table at the end of this document. Many nongovernment and 
some government publications and services involve a charge or 
membership requirement.
Fax services allow users to follow voice cues and request that se­
lected documents be sent by fax machine. Some fax services re­
quire the user to call from the handset of the fax machine; others 
allow the user to call from any phone. Most fax services offer an 
index document, which lists titles and other information describ­
ing available documents.
Electronic bulletin board services allow users to read, copy, and 
exchange information electronically. Most are available using a 
modem and standard communications software. Some bulletin 
board services are also available using one or more Internet proto­
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cols. Many organizations have also established Web sites on the 
World Wide Web.
Recorded announcements allow users to listen to announcements 
about a variety of recent or scheduled actions or meetings.
All telephone numbers listed are voice lines, unless otherwise des­
ignated by fax (f) or data (d) lines. Required modem speeds, ex­
pressed in bauds per second (bps), are listed for data lines.
This Audit Risk Alert replaces Real Estate Industry Developments 
— 1996/97.
Practitioners should also be aware of the economic, regulatory, 
and professional developments in Audit Risk Alert —  1997/98 
and Compilation and Review Alert — 1997/98, which may be ob­
tained by calling the AICPA Order Department at the number 
below and asking for product number 022202 (audit) or 060681 
(compilation and review).
Copies of AICPA publications referred to in this document can 
be obtained by calling the AICPA Order Department at (800) 
TO-AICPA. Copies of FASB publications referred to in this doc­
ument can be obtained directly from the FASB by calling the 
FASB Order Department at (203) 847-0700, ext. 10.
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